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Summary 



There is a popular perception that the recent sluggishness in employment growth 
is caused by the acceleration in productivity growth. Annual labor productivity growth 
has increased from 1.4% from 1974 to 1995 to 2.5% from 1996 to 2001 and to 4.2% 
from 2002 to the present. Neither economic theory nor empirical evidence supports this 
perception — there has been virtually no correlation between productivity growth and 
employment growth since 1948. Higher productivity growth does change our 
perceptions of what comprises a strong economic recovery, however. With higher 
productivity growth, what was formerly an economic growth rate consistent with rising 
employment is now symptomatic of inadequate aggregate spending. 

Productivity growth does not affect all industries equally and may not lead to 
employment growth in the same industry in which it has occurred. This has been the 
case with manufacturing in recent decades. But while productivity growth changes the 
composition of employment, there is no theory or evidence indicating that it changes the 
overall level of employment. Thus, productivity-enhancing policies intended to raise 
living standards are unlikely to have negative side effects. This report will not be 
updated. 



A recent puzzle among economists, policymakers, and the general public has been 
the sluggishness of the labor market. Employment declined from March 2001 to August 
2003, easily the longest (although not nearly the deepest) decline in employment in the 
post-World War II era. Since then employment has increased slowly, and as of October 
2004 it remains far below its previous peak. 1 A popular explanation for the sluggish labor 
market has been the recent surge in productivity growth, which measures the change in 
output per hour worked. 2 For example, a recent Business Week article was subtitled, “The 



1 For more information, see CRS Report RL32047, The “Jobless Recovery ” From the 2001 
Recession , by Marc Labonte and Linda Levine. 

2 For more information, see CRS Report RL31428, Productivity Growth: Recent Trends and 
Prospects, by Brian Cashell. 
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drive for productivity gains is the real culprit behind anemic job growth.” 3 As a recent 
Financial Times article describes it, 

Productivity is a simple concept: widgets produced, divided by input. Labour often 
dominates the input figure. It is therefore difficult to generate high productivity and 
substantial employment increases at the same time. The very phrase ‘jobless 
productivity’ is close to a tautology. 4 

Interestingly, in the late 1990s some observers attributed the rapid increases in 
employment to rapid productivity growth. 5 From 1974 tol995, labor productivity growth 
averaged 1.4% a year. From 1996 to 2001, productivity growth increased to 2.5% a year. 
From 2002 to the second quarter of 2004, it has increased further still to an annualized 
average of 4.2%. Why have rapid productivity gains occurred both in periods of high and 
low employment growth? 

A Popular Explanation of Productivity Growth’s Effect 
on Employment 

The popular story focuses on the link between productivity and employment at the 
firm level. Imagine that a firm makes 100 widgets a year with 10 workers. If productivity 
were to double and product demand remained the same, the firm would lay off five of its 
workers and still be able to produce 100 widgets. Extrapolating the firm’s experience to 
the economy as a whole, higher productivity leads to lower employment, according to the 
story. 

But the popular story is incomplete because it does not explain how the economy 
adjusts to the change in productivity. If the firm has now reduced its payroll by 50%, its 
net income has risen by that much. That additional net income must accrue to the firm’s 
owners/stockholders or workers. As their incomes rise, they will purchase more goods 
and services than they were purchasing before. 6 This will raise the demand for workers 
to produce goods and services in other sectors of the economy. 7 Higher productivity 



3 James Cooper, “The Price of Efficiency,” Business Week , issue 3875, Mar. 22, 2004, p. 38. 

4 Amity Shlaes, “Don’t Be Sentimental, Mr. Bush,” Financial Times, Sept. 23, 2003, p. 23. 

5 Council of Economic Advisers, Economic Report of the President, Feb. 2000, p. 90. 

6 For the increase in productivity to translate into an immediate increase in income requires that 
it be matched by an increase in the money supply by the Federal Reserve. This is a reasonable 
assumption since it is consistent with the Federal Reserve’s mandate to keep inflation and the 
business cycle stable. 

7 If the workers or owners decided to save their additional income instead of spending it on 
consumption goods, the total demand for goods and services would still increase. Higher saving 
would push down interest rates, and this would stimulate spending on interest-sensitive goods, 
such as capital investment, residential investment, and consumer durables (e.g., automobiles and 
appliances). 

The greater demand for workers in other sectors of the economy may not occur in the same local 
area that lost employment to productivity growth. Thus, at the local level, the popular story may 
seem accurate initially. But the local experience cannot be extrapolated to the national 

(continued...) 




